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"k s e t t i n g  of long-run targets f o r  1984 involves three principal 

i s s Jes - - f i r s t ,  should the ranges continue to be reduced: second, i f  so, 

by hcw'mch, and how d i s t r i b u t e d  m n g  the  aggregates: and, t h i r d ,  s h l d  

mre weight  be given to M 1  i n  presentation of the ranges and i n  pol icy  

implementat ion. 

With regard to reductions i n  the ranges, the ranges f o r  1983 

were w e l l  above those  likely to b cons i s t en t  with reasonable  price 

s t a b i l i t y ,  so t h a t  reductions f r a n  t h e m  would seem to be c a l l e d  f o r  i f  

p r i c e  s t a b i l i t y  is a long-term goal of pol icy and t h e  p u b l i c  is to be 

c o n v i n e d  of it. Moreover, scme reduction is not l i k e l y  to in@+ 

cont inua t ion  of expansion in real econanic a c t i v i t y  a t  a s a t i s f a c t o r y  

pace. The na tu ra l  and desirable slowing of real growth i n  t h e  second 

year  of econanic recovery wmld p n e r a l l y  te c o n s i s t e n t  with slower 

m n e y  growth, a d  perhaps p a r t i c u l a r l y  so i n  current c i r c m s t a n c e s  when 

r e a l  growth w i l l  in any event  te sustained by a f u r t h e r  rise i n  fiscal 

s t imulus .  

The second issue--how much of a reduction and how distributed 

m n g  the aggregates--seems a bi t  mre d i f f i c u l t .  The e x t e n t  of  reduc­

t i o n  depends i n  part o n  a j u d p e n t a l  balancing of how much added r e s t r a i n t  

aga ins t  p r i c e s  can  be exe r t ed -q iven  the existing degree of wage and 

p r i c e  f l e x i b i l i t y  i n  the econcmy-without excessively slowing the  rate 

of econanic expression.  The 1/2 point reductions i n  t h e  t e n t a t i v e l y  

adopted ranges f o r  t h e  broad m n e t a r y  aggregates and c r e d i t  would seem 

to e x e r t  the minimum added restraint--although i n  t h e  case of M3 and 

total c r e d i t  t h e  a c t u a l  res t ra int  would be greater than  indicated by 



-2-


the  1/2 po in t  reductions if the outcane f o r  next year were near the 

midpoints of t he  ranges rather than in  t h e  upper halves, given actual 

gru.ith o v e r  1983. 

There are special considerations with respect to M2, however. 

A 1/2 p i n t  reduction f r m  last  yea r ' s  7 to 10 percent range does not 

appear to be a "real" reduction s ince,  as explained i n  the blue book, last 

yea r ' s  range allowed leeway f o r  sanething l i k e  1/2 to 1percent mre on 

q & h  from t h e  l i nge r ing  impact of s h i f t s  related to the introduction of 

MMMs ard super-NOWs. A 6 to  9 percent range f o r  M2 would t h u s  seem to 

be mre c o n s i s t e n t  with the  r e s t r a i n t  implicit i n  the ranges f o r  M3 and 

total credit. The midpoint of that range is lower than assumed i n  the 

s t a f f ' s  GNP forecast--a forecast that allows f o r  m acceleration of 

p r i ce  inc reases  i n  1984 r e l a t i v e  to 1983. 

I f  the Camnittee wished to  exert even g rea t e r  r e s t r a i n t  aga ins t  

t he  pcssibilities of added price pressures as the econanic expansion 

proceeds, cons idera t ion  could be given to a drop in  the  M2 range to 

5-1/2 to 8-1/2 percen t ,  as suggested i n  a l t e r n a t i v e  I i n  the  b lue  book. 

Consistency with such a n  approach wculd a1.w appear to e n t a i l  cu t t i ng  back  

on the  M 1  range f r a n  the  t e n t a t i v e l y  adopted 4 to 8 percent range--a 

4 to  7 percent  range is suggested. Unless u p a r d  wage and price pressures  

tu rn  cut to ke less than cu r ren t ly  projected by the s t a f f ,  such a n  approach 

to po l i cy  Seems mre l i k e l y  than, say,  the t e n t a t i v e l y  adopted ranges, to 

involve a s i g n i f i c a n t  rise of interest rates, given the  increases  in  

ve loc i ty  of M2 and M 1  that wculd b implied next year a t  t h e  midpoints 

of the ranges--2 percent i n  the case of M2 and 3-1/2 p e r c e n t  i n  the case 

of M 1 .  The r e s t r a i n t  generated may also hold back credit and GNP growth 
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f ran  tha t  currently projected, and a 7-1/2 to 10-1/2 percent range for  

credit might be considered i n  t h i s  context. 

A three-point range for  Ml w a s  suggested i n  the mre restrictive 

a l te rna t ive  par t ly  because reducing the  lower l i m i t  of t h e  M 1  range to 

below 4 percent might seem unrealist ic.  But a three-paint range for H1--

whether 4 to 7 or sanewhat higher under the other a l ternat ives-aight  also 

be considered should the Camittee wish to indicate tha t  mre weight is 

teiq given to M1 i n  policy forinulation and implemntation. I n  that 

respect, the  behavior of the velocity of M1 i n  recent quarters has been 

mre in  l i n e  with h i s t o r i c a l  experience i n  t he  sense  t ha t  a cycl ical  

rebound i n  velocity, though a much muted one, has developed. Moreover, 

the  perid of greatest  sh i f t ing  of funds i n  response to  the i n t r d u d i o n  

of new MMW and super-NOW accounts is w e l l  hehind. These d e v e l o p n t s  

alone would seem to suggest tha t  a t  least  sanewhat mre weight cculd 

now 12 placed on M1. 

However, even tha t  hesitantly p i t i v e  note about M1 might 

need sane qual i f icat ion.  There are  now about  $125 billion of N3N and 

related accounts i n  M1, of which about $40 b i l l i o n  a r e  super-NOW accounts. 

About 20 or 25 percent of a l l  N(X1 accounts are estimated to represent 

funds tha t  formerly were i n  savings accounts of one kind or another. 

Thus,  t h e s e  accounts may be mre responsive to savings motives than M1 

has been h is tor ica l ly ,  as indeed may be t h e  case for other NOW accounts 

whose holders may have becane mre sensit ized to the ava i l ab i l i t y  of 

in te res t  earning a l te rna t ives .  yoreover, and perhaps mre importantly, 

the behavior of M i  deposits probably w i l l  te i n f luenced  mre than i n  

the past  by the interest r a t e  s t ra tegies  of depository i n s t i t u t i o n s .  
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RI1 of t h i s  mans that we cannot be very c e r t a i n  about the 

i n t e r e s t - e l a s t i c i t y  of  demand f o r  M1 s ince  the re  has not  been s u f f i c i e n t  

experience wi th  an M1 with t h i s  mix of deposits.  That is not a s t rong  

drawback i n  a per iod of l i t t le i n t e r e s t  rates change--like a per iod 

such as we've had over t h e  past yea r  w b n  t h e  ve loc i ty  of  M1 has  caw 

to l ook  mre stable or predictable. On the other hand, should there 

come to be a pericd of s i g n i f i c a n t  i n t e r e s t  rate change--such as might 

develop i f  t h e  demands f o r  gocds and serv ices  were either a lot s t ronge r  

or weaker than c u r r e n t l y  an t ic ipa ted- i t  is poss ib le  that t h e  demand 

f o r  M 1  awl its ve loc i ty  behavior would once again change noticeably.  

For ins tance  t h e  demand f o r  M 1  cons i s t en t  with a given l e v e l  of i n c m  

could f a l l  i f  r i s i n g  m r k e t  i n t e r e s t  drew mney out  of t h e  f ixed c e i l i n g  

rate NOW accounts and banks d id  not  raise supzr-NDW i n t e r e s t  rates 

s u f f i c i e n t l y  to  retain t h e  funds. O r  demand f o r  M 1  could rise f o r  a 

tim c o n s i s t e n t  with a given l e v e l  of incans i f  f a l l i r g  market rates 

drove funds f r a n  o u t s i d e  M1 i n t o  f ixed  c e i l i n g  rate NOW accounts as 

market rates f e l l  toward the c e i l i n g  ra tes .  

I do not want to o v e r s t r e s s  these possibilities since banks  

are now i n  a better posit ion--with t h e  f l e x i b i l i t y  given by super-NOWs 

a d  MTN%s--to make a d j u s t m n t s  to of fer ing  rates t h a t  might dampen the 

v o l a t i l i t y  of flows in to  and out  of M1 a s  market r a t e s  change. But 

there is uncer ta in ty  i n  the outlook because  w e  have only  l i m i t e d  ex­

prience w i t h  bank and pub l i c  r eac t ions  to changing m a r k e t  condi t ions  

i n  the new, deregulated e r a .  




